ignore) the motivating force of the market(s) for investment in new capacity; "entry" and "exit" in response to (economic) profit and loss receive little explanation. The short run competitive market supply curve shifts right or left with little analytic support. When we teach about capitalism we neglect firms' decisions to invest in capital projects.
Consider the following examples of recent decisions to invest in new capacity.
In between investment decisions and long run (tendency toward) equilibrium, between accounting and economic income statements (and the firm's cost curves), between economic profit, normal profit, and accounting profit, and between accounting and economic break-even. The NPV equation also allows an understanding of the internal rate of return as well as certain aspects of risk.
1 Each of those topics receives some consideration in this paper; all can receive some space in basic microeconomics teaching;
and several-NPV, normal (vs. accounting) profit, and risk-deserve high priority in undergraduate micro courses.
I. Capital Budgeting and Net Present Value
As an example of an investment opportunity and the use of the net present value technique, suppose a firm considers the following financial data to be the most likely outcome of accepting that opportunity: Financing, the financial capital necessary to undertake this project, is available (it is assumed here) at 10%, the annual opportunity cost of this financial capital to those individuals and institutions providing the financing, assumed here, for simplicity, to be entirely common stock. 2 The tax rate on corporate income (profit) is 25% of accounting profit. For algebraic simplicity assume that the cash flows are equal for each of the four years, also that no inventories of unsold finished goods are carried from one year to the next, and that all cash transactions occur at the end of each year.
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Also assume (for analytic simplicity) that entry and exit of other firms in this industry do not take place. How does the firm evaluate this project, to decide whether to accept it (acquire the $400,000 asset) or reject it (walk away)?
Each of the four annual pro forma accounting income statements (as an accountant would the display the accounting data) would look like this:
Sales revenue (SR) $500,000 (10,000 units @ $50) Direct cost (DC) -250,000 (10,000 units @ $25) Overhead cost (OV) -110,000 Depreciation (D) -100,000 ($400,000/4) Income before tax 40,000 (SR-DC-OV-D) Tax -10,000 (tax rate t=.25 x income before tax) Income after tax 30,000 (SR-DC-OV-D)(1-t)
The annual cash flow from this opportunity is thus projected to be $130,000
($100,000 of accounting depreciation, "an expense but not an expenditure", plus $30,000 of income-accounting profit-after tax, the bottom line), or (SR-DC-OV- Based on these estimates, the project should be accepted; the positive NPV suggests that the investment is expected to produce an addition to the owners' wealth. The investment will produce an annual return expected to exceed the 10% opportunity cost of financial capital. Tax is a variable cost because an alteration in the rate of output (more than or less than 10,000 units per year) will alter the annual tax; if few enough units are sold per year the accounting profit and thus the tax will become zero. Normal profit is a cost once the asset has been acquired and financed (both for $400,000). The present value of the four years' annual economic (or supranormal) profit, discounted at 10%, is $12,082.51, the increase in owners' wealth at T=0 when the project is accepted.
II. Financing and an Efficient Stock Market
What happens to the value of this firm's shares of stock? Presume, now, (1) that this firm is newly established, that the firm has no other assets or liabilities or net worth and thus is financed by an initial public offering (IPO) of common stock specifically to undertake this project and that flotation costs are zero, (2) that all the cash flow will be returned (when earned at the end of each year) to the stockholders, 
III. Depreciation
Depreciation is the recognition that as time passes and the asset is used the value of the asset declines. Accounting depreciation reduces the book value (accounting value) of those assets, and is based on the original or historical cost, the expected life, the salvage value or removal cost at the end of its life, and the method of depreciation employed by the accountants and allowed by the Internal Revenue Service.
In this example the accounting depreciation of $100,000 per year by the straight line method is arbitrary; various other accounting schedules have been used, generally accelerated so that accounting depreciation is greater in the earlier years (and taxes smaller) compared with later years. Accelerated depreciation thus accelerates the cash flow and hence increases the NPV at the time the potential investment is evaluated, T=0.
Economic depreciation can be calculated from the declining price of one share.
The decline in that price is the depreciation in economic value of the asset acquired at T=0. 
IV. Capital Budgeting and the Internal Rate of Return
This investment opportunity is projected to return more than the 10% cost of The IRR suggests an approach to the market demand for (financial) capital. At any time (or in any year) there exist a number of investment opportunities in the economy. Arrayed in decreasing IRR, they provide the demand schedule, with the IRR as the interest rate cost or price of capital on the y-axis and the prospective investment expenditures accumulated, as the IRR declines and more investment projects are evaluated with NPV>0, on the x-axis. 9 Restrictive monetary policy raises short term interest rates, and possibly long term rates as well, and thus raises the cost of capital, reducing investment: loose monetary policy which lowers interest rates and the cost of capital stimulates investment.
V. Entry and Exit: The Competitive Long Run
This example assumes (so far) that market conditions remain unchanged for four years, that the $130,000 annual cash flow neither falls nor rises and that 11.388% is paid and earned for the life of the physical assets. The rate of return to this firm in its industry exceeds the rate of return in other industries; 10% money (financing) is chasing a 11.388% investment opportunity. The "rate of return on investment" has not tended "toward equality in all industries". Entry is blockaded. "Under competition" when entry is free and the market is contestable other firms will enter in response to the profit opportunity, industry output will increase, and market price will fall, driving down (over time) the rate of return below 11.388%. 10 Entry, of course, ceases to be attractive when the return has fallen to 10%, the opportunity cost of capital.
Assume that the entire adjustment for this (incumbent) firm falls on the market At long run competitive equilibrium, with annual (4 years) cash flow of $126,188.32 producing a 10% rate of return on a $400,000 investment will the firm choose "to remain in operation"? Of course the firm (at T=4) may repeat the process of acquiring the funds (through a follow-on offering or secondary offering) to replace the now worn out (and worthless) original assets; this would be necessary if the entire cash flow had been paid out each year as it had been received, as was assumed above.
Exact replacement of the physical assets presumes that market conditions (demand, technology, factor prices) are the same at T=4 as at T=0.
Alternatively the annual cash flow can be considered in two parts: (a) the annual opportunity cost on the $400,000, 10% or $40,000 per year paid annually to the The firm can, at T=4, use the $400,000 either to replace the now worthless original assets with an identical investment, or to return the principal amount to the original suppliers of the financial capital. The annual normal profit of $125,188.32 is just adequate "to induce the firm to remain in operation" by replacing the worn out assets at T=4.
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VII. Risk
So far the discussion has proceeded with no allowance for risk; the financial numbers presupposed that the investors can predict present and future cash flows with precision. The basic example can be modified and interpreted to describe how a firm might view imperfect knowledge about how the investment may fare, i.e. how the firm might handle risk.
a. Risk-adjusted discount rates
The firm's discount or interest rate may be set to reflect the degree of risk inherent in the proposed project; higher risk projects require higher rates of discount of future cash flows. If the original example is one investment opportunity available to a firm which already owns a portfolio of assets, then the 10% cost of capital can be viewed as applying to new projects of average (to the firm) risk. If the project is less risky than the average riskiness of the firm's other assets, a lower rate would be appropriate; similarly a more risky project would require a higher discount rate. Put differently, the risk premium in the cost of capital (discount) rate reflects the degree of risk. For example, using the same projected cash flows (I= $400,000, CF T = $130,000, T=1,…,4) the NPV can be recalculated using the lower and higher costs of capital assumed to be 8% and 12% per year: Clearly, if those cash flows are considered to be more risky than the firm's average, at 12% the project would not be undertaken; NPV<0. Otherwise the project would be accepted. The IRR of 11.388% is the dividing discount rate, where NPV=0.
b. Probability Distributions
Each of the variables in the NPV equation can be assigned a probability distribution rather than a single value to reflect risk. As an example, suppose that all values used in the original example are "certain" except for the annual quantity of sales.
The marketing department, unsure of projected Q/year, estimates a probability distribution, at a price of $50:
Probability Q/year .25 9,500 .50 10,000 . 25 10,500
The pro forma annual accounting income statements used to decide whether to accept or reject this project would appear thus 14 :
Q/year 9,500 10,000 10,500 Sales Revenue (P=$50) $475.000 $500,000 $525,000
Direct Cost (AVC=$25)
-237,500 -250,000 -262,500
Overhead cost -110,000 -110,000 -110,000 Depreciation -100,000 -100,000 -100,000 Income before tax 27,500 40,000 52,500 Tax In all three scenarios the accounting profit is positive, but for one (Q=9,500) the economic profit is negative; the CF ($120,635) is less than the normal profit ($126,188.32) and the IRR is less than the cost of capital. Now the decision depends on the probability of economic gain (.50+ .25= .75 if Q=10,000 or 10,500 per year) and the probability of economic loss (.25, if Q=9,500/year). Is this risk worth taking? The answer depends on the taste or preference for risk possessed collectively by the suppliers of financial capital and expressed by the directors and the CEO.
Each of the other values can also be assigned probability distributions, and simulations using them simultaneously can produce probability distributions for the outcomes, i.e. for NPV and for IRR on which the directors and the CEO can base their decision. iii. Durability. Suppose the assets turn out to be less durable than expected, i.e. the assets wear out and are scrapped before 4 years. NPV is negative for a life of less than 3.8 to 3.9 years. This answer is the solution to the NPV equation with NPV=0 and the life of the asset as the algebraic unknown. 15 iv. Construction costs. Engineering estimates of the construction costs of new investment are often too low, sometimes much lower than they actually turn out to be. 16 For the original example above, if the investment cost exceeds $415,067.67, the NPV is negative. At this annual of quantity of sales, accounting profit (and thus tax) will be zero. Below Q=8,4000 the firm will report an accounting loss.
If the firm is to cover its fixed accounting expenditures (i.e. the direct costs only and not the depreciation expense which is not an expenditure), then ($50-$25)•Q= $110,000. Q=4,400 per year. At this rate of output the firm will report an annual accounting loss of $100,000, but as long as the firm is covering its out-of-pocket accounting expenditures (the cash out flow of $110,000 of overhead plus the direct costs of (also) $110,000) with its revenue of cash inflow, then it will continue to operate.
Q=4,400 per year represents this firm's (short run) shut down point. 
IX. Conclusion
Stigler properly emphasized the tendency under competitive conditions for the rate of return to approach equality across industries, an equality which characterizes long run competitive equilibrium emphasized in microeconomics texts. Two sorts of influences modify this tendency. First, competitive conditions may not prevail; entry barriers (including exit barriers) may slow, or for a time halt, investment and the expansion of capacity in response to profit opportunities. Monopolists may for a time,
perhaps an extended time, earn supranormal profit, rates of return above their costs of capital.
Second, production techniques will improve, new sources of inputs will emerge, new products will be developed and offered, and consumer's tastes may change.
Alterations in supply and demand conditions will likely affect the rates of return and thus Students in courses in basic microeconomics deserve some discussion of these issues of NPV, normal (vs. accounting) profit, rates of return, and risk. Virtually all introductory and intermediate micro texts give short shrift to these issues, thus denying students an exposure to a fundamental mechanism in a market economy. We teach capitalism with out discussing capital; students deserve better. The left hand side is cash flow (profit after tax plus depreciation) and the right hand side is normal profit.
The cash flow per year is $130,941.73, an amount which (for 4 years) will exactly justify an investment expenditure of $415,067.67 at 10% discount rate. This is greater than $412,082,51 because of the greater depreciation tax shield.
